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EDITORIAL DEPARTMENT NOTE 


fer oe Wagsteeein ante ty caapligess «2 Gamal pamiet peeliechorinn 
or contributions employers to i pension, t- ing, 
and stock-bonus plans, the number of such plans in effect tes increased 
greatly. Because of the many problems involved in the administration of 
these tax provisions, members will be interested in the article in this issue 
of the Bulletin by Norman D. Cann, Deputy Commissioner of Internal 
Revenue. Mr. Cann is a graduate of the University of ia and a 
veteran of World War I. He has been connected with the Bureau of 
Internal Revenue for the past 22 years serving as Internal Revenue Agent 
and Assistant Revenue Agent-in-Charge in Atlanta, Ga., member of the 
Technical Staff in San Francisco, Hawaii, and New York; Assistant Com- 
missioner of Internal Revenue in Washington and at present a Deputy 
Commissioner. Mr. Cann is a member of the Georgia Bar Association, a 
Certified Public Accountant, and a member of the American Institute of 
Accountants. 

In a company which manufactures and sells various lines of products, it is 
desirable to know the relative profitableness of various product lines. This 
can be accomplished through the preparation of commodity profit and loss 
reports. These statements then provide important data in forecasting and 
planning in connection with budget preparation. In the second article in this 
issue of the Bulletin, Thomas H. Patterson, General Supervisor of Cost Ac- 
counting for the Armstrong Cork Co., describes his company’s practice in the 
preparation and use of commodity profit and loss reports. r. Patterson 
received his training in accounting with the LaSalle Extension University. 
He has been — in cost work with the Armstrong Cork Co. for the 

t 29 years is currently General Supervisor of Cost Accounting. Mr. 
Pasavecn has been a frequent contributor to N.A.C.A. publications. He 
has been active in the management of the Lancaster pter, which he 
served during the past year as President. 





Articles published in the Bulletin present many different viewpoints. In 

lishing them the Association is not sponsoring the view expressed, but 

is endeavoring to provide for its members material which will be helpful 

and stimulating. Constructive comments are welcomed and will be published 
in the Forum ion of the Bulletin. 
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ADMINISTRATION OF THE INTERNAL REVENUE 
CODE RELATING TO PENSION, PROFIT-SHARING, 
AND STOCK-BONUS PLANS 


By Norman D. Cann, 
Deputy Commissioner, Internal Revenue, 
Washington, D. C. 


GN CE the entry of this country into the war, over six thou- 

sand pension and profit-sharing plans have been estab- 
lished. Whereas, in the i920’s and 1930's relatively only a 
handful of employers considered it good business to set up 
pension or profit-sharing plans for the exclusive benefit of 
employees, there are now many thousands of employers who 
have recognized their retirement problems and social obliga- 
tions to their employees and have decided that Social Se- 
curity benefits do not adequately meet such problems. 

By March 31, 1945, over 7,500 plans had been submitted to the 
Bureau of Internal Revenue for advance ruling as to their qualifi- 
cation under section 165(a). There are now probably more than 
five times as many plans in existence as there were prior to our 
entry into the war, more than ten times the number there were 
prior to the outbreak of the European war in 1939, and about 
twenty times the number in existence prior to the enactment of the 
Social Security Act less than ten years ago. 


Tax Benefits Granted to Qualified Plans 


It would be unrealistic not to recognize that the high war- 
time profits and corporation tax rates, accompanied by high 
individual rates together with wartime wage and-salary con- 
trols, have contributed to this enormous growth in the number 
of pension and profit-sharing plans. There is, of course, no 
denying the fact that the tax laws intentionally give valuable 
incentives to qualified employee pension and profit-sharing 
plans. The law permits tax deductions for all contributions 
made to qualified plans. All contributions with respect to 
current services may be deducted with the sole limitation that 
they must be in keeping with the actuarial limitations set 
forth in section 23(p) and with the general test of business 
expenses in section 23(a). Costs with respect to benefits for 
prior services may also be deducted in full, but the minimum 
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period for amortization will be approximately ten years. 

Looked at in one way, these contributions are similar to other 
wage and salary payments which are deductible for corporate tax 
purposes. But in the usual case, wages and salaries enter almost 
simultaneously into the individual income tax base. On the con- 
trary, in the case of contributions to qualified employee plans, the 
employer corporation obtains this tax recognition without the 
corresponding increase in the amounts subject to individual in- 
come taxes. Thus the Government agrees to postpone collection 
of its share of these payments in most cases for many years. 
Perhaps the chief advantage to the corporation in this is that it 
can provide for the retirement of its older employees, thereby 
serving a business interest which would otherwise be difficult of 
solution. 

The tax benefits for employee beneficiaries of these plans are 
obvious. Through a pension trust or profit-sharing system, com- 
pensation is irrevocably set aside for the benefit of employees 
which for the time being escapes the impact of the individual in- 
come tax. Eventually when the benefits are reached by the income 
tax, they will usually be found in much lower brackets. In eco- 
nomic effect the employee is receiving additional salary without 
becoming subject to higher surtax rates. Later when the amounts 
are taxed, the regular salary will usually have been discontinued, 
and the higher bracket progression is thereby permanently es- 
caped. At the present time the hope for future rate reductions also 
lends added attraction. This valuable averaging device is not yet 
matched anywhere in the tax law for self-employed individuals and 
those not covered by a plan. 

It also must not be overlooked that in the case of qualified 
pension and profit-sharing trusts, income derived from investment 
of trust assets also escapes the incidence of the Federal income 
tax. Due to this exemption the rate of accumulation of trust 
funds will be substantially increased. This increase will be re- 
flected in reduced employer costs and increased employee benefits. 

Even in peacetime the benefits of this tax mechanism were far 
from inconsequential. During the war when marginal corporate 
taxes have reached 8534 per cent and marginal individual rates 
have risen to as high as 94 per cent, the normal incentives have 
taken on a tremendously added impetus. The propriety of setting 


1028 




























July 15, 1945 N. A. C. A. Bulletin 





up a tax provision which makes the Government so large a partner 
in the pursuit of private corporate interests and the personal in- 
terests of covered employees must depend to a great extent upon 
the degree to which the serving of these special interests coincides 
with the general national interest. To sum it up, the Government 
permits corporate tax deductions for compensation which does not 
immediately enter the individual income tax base and provides a 
form of tax-free individual savings, not available to those who 
must depend on their own efforts to provide for their needs, par- 
ticularly their old age. The public interest alone justifies this sort 
of favorable treatment. 


Salary Stabilization Exemption 


In addition to the tax benefits enjoyed by qualified plans, they 
obtain further important advantages under the wage and salary 
stabilization regulations. Contributions to pension plans which 
qualify under section 165(a) are automatically exempt from war- 
time wage and salary controls. Most new or amended profit-shar- 
ing plans require approval from the stabilization authorities, but 
those which contain certain specified limitations on distributions 
likewise obtain exemption. Thus, participants in qualified plans 
receive doubly favorable treatment. Contributions for their benefits 
are not subject to stabilization controls, and, moreover, the tax on 
such compensation is deferred. 


Requirements of Section 165(a) of the Internal Revenue Code 


Such favorable treatment granted by the public to participants 
in pension and profit-sharing plans can be justified only if the 
benefits reach a broad group of employees and are not restricted 
to certain favored groups. The Revenue Act of 1942 set out 
certain requirements which plans must meet in order to qualify 
under section 165(a). In addition to re-enacting requirements 
substantially the same as appeared in prior revenue. laws, the 1942 
Revenue Act imposed for the first time the requirements that a 
plan must not be discriminatory in favor of employees who are 
officers, shareholders, supervisors, or highly compensated with 
respect to eligibility, contributions, or benefits. The plan must 
cover a specified percentage of all the ermployees, or the eligibility 
classification must be such as is found by the Commissioner not 
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to be discriminatory in favor of employees who are officers, share- 
holders, supervisors, or highly compensated. Likewise, the contri- 
butions or benefits provided under the plan must not discriminate 
in favor of employees in such categories. 

The statute, as amended by Public Law 511 (78th Congress) 
approved December 20, 1944, gave taxpayers who put plans into 
effect prior to January 1, 1945, until June 30, 1945, to amend such 
plans to satisfy these requirements with respect to discrimination. 
Plans put into effect after December 31, 1944, may qualify retro- 
actively if they meet the requirements with respect to discrimina- 
tion by the time the employer’s tax return is normally due for the 
year in which he put the plan into effect. 

While the statute imposes upon the Commissioner the duty of 
enforcing these requirements with respect to discrimination, it 
left to regulations and to the Commissioner’s administrative pro- 
cess the problem of determining what is discriminatory. The 
problem is further complicated by the fact that while the statute 
gives no positive definition of discrimination, it sets out certain 
classifications which in themselves will not be considered discrim- 
inatory. For example, section 165(a)(5) provides that a plan 
shall not be considered discriminatory merely because it excludes 
employees whose whole remuneration constitutes wages considered 
as a basis for Social Security benefits, or merely because the con- 
tributions or benefits on that part of remuneration in excess of 
such wages differ from the contributions or benefits on that part 
of the employee’s remuneration which constitutes such wages. 
The Congressional Committee reports on this portion of the 1942 
Revenue Act disclose that the Commissioner’s discretionary powers 
were intended “to make it possible for plans that really supple- 
ment the Social Security program to qualify.”4 The House Ways 
and Means Committee Report specified in this connection plans 
“in good faith designed to supplement the benefits under the Social 
Security Act...” 


Integration with Social Security Benefits 
Almost half of the pension and annuity plans established re- 





1 Senate Report No. 1631, 77th Congress, 2nd Session, p. 137. House of 


Representatives Report No. 2333, 77th ye ay Session, p. 51. 
2 House of Representatives Report No. , 77th Congress, 2nd Session, 


p. 104. 
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strict eligibility to employees whose annual compensation is in 
excess of a certain amount, usually $3,000 a year, or provide a 
higher rate of benefits on that part of the compensation in excess 
of $3,000 a year than on the first $3,000 of compensation. While 
the $3,000 earnings classification is explicitly permitted by the 
statute, it is apparent from the Senate Committee Report that the 
reason for permitting these distinctions rests on the fact that 
Social Security benefits are based upon the first $3,000 of compen- 
sation. Moreover, the propriety of this type of plan must be 
viewed in the light of the general policy of the law prohibiting 
discrimination in favor of officers, shareholders, supervisors, or 
highly compensated employees. If a plan in which eligibility, 
contributions, or benefits favor employees earning above a certain 
amount, such as $3,000 a year, is not to be discriminatory in favor 
of highly compensated employees, it is clear that the extra bene- 
fits which they receive under the plan must be related to the 
benefits under Social Security. Accordingly, the regulations on 
this subject provide that an earnings classification with respect 
to eligibility or with respect to contributions or benefits may be 
deemed discriminatory unless the proportionate differences in 
benefits as between employees earning in excess of such classifi- 
cation and those earning less than such amount are approximately 
offset by the benefits provided by the Social Security Act. The 
regulations further provide that similar considerations will govern 
classifications under plans supplementing the benefits provided by 
other Federal or State laws. Commissioner’s Mimeograph No. 
5539, released July 8, 1943, sets out specific rules for applying this 
principle in the case of plans supplementing the Social Security 
Act; P.S. No. 34 in the Pension Trust Division Information Ser- 
vice, released September 23, 1944, sets out the comparable rules 
for plans supplementing the Railroad Retirement Act. 
Profit-Sharing Plans with Earnings Classifications 

While the integration rules have furnished a generally satis- 
factory basis for handling pension and annuity plans containing an 
earnings classification, they are not directly applicable to profit- 
sharing plans containing earnings classifications. It seems ap- 
parent from the reason given in the Congressional Committee Re- 
ports that in permitting such earnings classifications Congress had 
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in mind pension and annuity plans which primarily provide for the 
payment of definitely determinable benefits after retirement. It 
is difficult to see a relationship between profit-sharing plans and 
Social Security benefits. Yet, the statute apparently contemplates 
that the same provisions will apply to profit-sharing plans as to 
pension plans. If, therefore, profit-sharing plans which cover 
only employees earning above a certain amount are not to be dis- 
criminatory in favor of highly compensated employees, certain 
restrictions must be imposed on the benefits which highly compen- 
sated employees may obtain from such plans. 

Accordingly, profit-sharing plans with earnings classifications 
can qualify as nondiscriminatory only if they contain restrictions 
on benefits comparable to those required in pension plans with 
similar classifications. Because of the greater flexibility inherent 
in methods of contributions to profit-sharing plans, it is necessary 
in these cases to impose restrictions upon the amounts of em- 
ployer contributions which may be available to any participant 
at any time prior to retirement, as well as upon the benefits avail- 
able at retirement. An employer who, in setting up a profit- 
sharing plan, takes advantage of the provision in the law permit- 
ting plans with earnings classification must sacrifice much of the 
flexibility in methods of contribution which are enjoyed in the 
case of profit-sharing plans which automatically avoid discrimin- 
ation by covering low paid employees as well as high paid em- 
ployees on a uniform basis. Moreover, the greater liberality in 
deductions which section 23(p) gives to profit-sharing plans, as 
against pension plans, may be sacrificed if the plan is restricted 
only to the more highly compensated employees. These conditions 
result because profit-sharing plans with earnings classifications 
can be justified only by taking advantage of provisions of the 
statute, which appear perhaps to have been inadvertent and which 
appear to be anomalous. Fortunately, only a small minority of 
profit-sharing plans contains earnings classifications. It might be 
noted that these remarks do not necessarily apply where a profit- 
sharing plan is set up for the higher paid employees as a legitimate 
counterpart to a pension plan which primarily benefits the lower 
paid employees, provided the benefits are commensurate. 
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Discrimination Upon Early Termination 

The integration rules constitute one of the tests of whether the 
scale of benefits, or benefit formula, in a plan is nondiscriminatory. 
If the scale of contemplated benefits is nondiscriminatory, the 
benefits actually payable under the plan will likewise not be dis- 
criminatory, provided all participants receive the coutemplated 
benefits or an equal proportion of the contemplated benefits. On 
the other hand, discrimination in benefits actually payable will 
result if, upon termination of the plan, some classes of employees 
receive a greater portion of their contemplated benefits than other 
employees do. Under practically all pension or annuity plans, the 
methods of funding and the provisions for liquidation upon ter- 
mination are such as to favor the older employees. , 

Nearly all pension and annuity plans provide for retirement 
benefits for employees who are already old at the time of the in- 
ception of the plan. Under usual methods of funding, the cost of 
benefits is generally met during the period of service remaining 
until retirement age. This results in annual contributions which, 
in proportion to compensation, are much higher for older em- 
ployees than for younger employees. This is particularly true 
when, as is usually the case, credit is given for service rendered 
prior to the time the plan is established. Since the older em- 
ployees usually have longer past service than the younger em- 
ployees, the combination of credits for prior service with the factor 
of nearness to retirement compounds the disproportion in costs. 
Moreover, since the past service costs for the older employees 
are usually funded in the early years after the plan is established, 
the contributions during the early years of the plan are especially 
high for older employees in comparison with the contributions for 
other employees. 

If these high early contributions for the older employees are 
earmarked for their specific benefits through purchase of indi- 
vidual contracts or individual designations in group contracts, the 
older employees will have a much higher proportion cf their bene- 
fits guaranteed in the early years of the plan than will other em- 
ployees. Similar more favorable guarantees in effect result in self- 
insured plans when the older employees have priority on the funds 
in event of liquidation. If after a few years the plan terminates, or 
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if its provisions are changed, or if the employer contributions are 
discontinued or substantially reduced, it will often turn out that 
the older employees will receive a much larger proportion of the 
pensions anticipated by the plan than will other employees. 

Since typically the most highly compensated employees in the 
plan are older and have longer service than the average, this sit- 
uation may result in extreme discrimination in favor of the highly 
compensated employees with respect to the benefits actually re- 
ceived in event of termination, even though the scale of benefits 
announced in the plan is not discriminatory. The possibilities 
of discrimination are especially great in relatively new plans, but 
are also serious in some older plans where only a small propor- 
tion of the total liabilities has been funded in the past and the 
highly paid employees have first call on the funds because they are 
near retirement age. Even a plan initiated in good faith and 
with best prospects for permanence might, as a result of unfore- 
seen developments, be virtually terminated within a’ few years 
and thereupon bring about just as much discrimination as if it 
had been designed only for that purpose or for tax avoidance. 

Since a plan may provide for termination at will by the em- 
ployer, and since termination may result in the discrimination 
prohibited by the statute, the regulations provide that in certain 
cases some provision in the plan will be necessary to preclude 
termination from effecting the prohibited discriminations. Com- 
missioner’s Mimeograph No. 5717, issued July 13, 1944, sets 
forth restrictions on guarantee of benefits for the most highly 
compensated employees during the early years of operation of a 
plan, which will generally be regarded as acceptable advance limi- 
tations on possible discrimination resulting from early termination. 

This rule may be regarded as providing a minimum assurance 
against extreme discrimination upon early termination of new 
plans. However, mere compliance with Mimeograph 5717 does 
not remove all possibility of discrimination in event of termination 
of a plan, old or new. It would take a far stricter rule to prevent 
all possibility of discrimination, a rule which would probably neces- 
sitate changes in the usual methods of funding and insuring plans. 
In order not to create the disturbance to usual funding and insur- 
ance methods which would be caused by an adequate rule, the 
Bureau adopted the more moderate rules expressed in the mimeo- 
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graph. It should be emphasized, therefore, that compliance with 
Mimeograph 5717 cannot be regarded as the only test of the bona 
fide character of a terminated pension plan. If a plan does ter- 
minate, the question of its qualification for the period of its oper- 
ation must be decided upon in the light of the reasons for termina- 
tion and the circumstances existing at the time of termination, in- 
cluding the extent of discrimination which actually resulted. 


Stockholder Participation 


One of the major characteristics found in about 60 per cent 
of the plans put into effect since the beginning of 1942 is that 
employees who have a major stock interest in the corporation 
participate in the plan and receive a substantial share of the 
benefits. An analysis in 1944 of a large sample of plans involv- 
ing stockholder participation revealed that in about 90 per cent of 
the cases studied the participants owned controlling interests in 
the stock of the corporation; in over half of the cases they owned 
over 90 per cent of the corporation’s stock. In 85 per cent of the 
cases the major portion of the stock was held by four or fewer 
employees and in nearly half of the cases by only one or two. 
In about one-fourth of these plans, as they were originally sub- 
mitted for approval, over half of the corporation’s contributions 
were to be applied for the benefits of the stockholder participants. 
In over 80 per cent of the cases, over 20 per cent of the corpora- 
tion’s contributions were for the benefits of stockholder partici- 
pants. To complete the picture, it must be noted that most of the 
corporations involved were subject to excess profits taxes, or 
would have been but for the deductions taken for contributions to 
the pension or profit-sharing plan. 

It is obvious that many of these plans were designed merely as 
devices for distribution of corporate profits to shareholders 
without subjecting such profits to corporation income and 
excess profits taxes or to current individual income tax. It 
was clearly the duty of the Commissioner to control this situation. 
Yet, in most of the plans, the contributions or benefits were pro- 
portionate to the salaries or total compensation of all participants. 
It is thus difficult to distinguish between a mere tax avoidance de- 
vice and a plan where the shareholder employees participate le- 
gitimately to an extent consistent with their positions as employees. 
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Often it is a matter of individual judgment. In order to obtain 
uniformity in the treatment of such plans, the Bureau announced 
a general rule in I.T. 3674, released July 11, 1944. It was held 
therein that a plan will not generally be considered for the benefit 
of shareholders if the contributions to provide benefits for em- 
ployees each owning more than 10 per cent of the voting stock do 
not in the aggregate exceed 30 per cent of the contributions for 
all participants under the plan. 

Since the stockholder issue hardly ever arises except in profit- 
sharing plans or in pension plans funded by individual contracts, 
the application of the 30 per cent rule each year presents little 
difficulty. If in rare instances group annuity funding is involved 
so that the contributions in any one year do not reflect the true 
total costs for individuals, averaging with contributions of prior 
years may be allowed, as explained in P.S. No. 41. If the stock- 
holder issue is involved in a self-administered plan, individual 
allocations of accounts for stockholder participants may be 
necessary. 

While the circumstances of individual cases vary, it can hardly 
be considered that the 30 per cent limit on stockholder participa- 
tion is unduly restrictive for the great majority of cases. In fact, 
in some cases it is obvious that compliance with the 30 per cent 
rule does not prevent the plan being used as a device for distribu- 
tion of some profits, tax free. Therefore, compliance with the 
30 per cent rule does not insure that ipso facto the plan will not be 
held to be for the benefit of shareholders, although the rule does 
serve as a guide which may be applied in most cases. 

This so-called 30 per cent rule has met with general acceptance 
as a proper exercise of the Bureau's discretionary and rule-making 
powers. Some few criticisms have been directed at it, chiefly 
on the ground that a precise formula for determining discrimina- 
tion in favor of shareholders is not warranted by the statute. My 
own view is that not only is it a proper function of the adminis- 
trator to give certainty and form to general rules but also that 
there is considerable authority in the decisions to support the val- 
idity of a reasonable rule giving precise application in given cir- 
cumstances to a generally stated principle in the statute. The 
Supreme Court has gone far to sustain the Commissioner where, 
in the administrative process a precise rule which is demonstrably 
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reasonable has been evolved to govern application of a general 
provision of law (Harrison v. Schaffner, 312 U.S. 579; Helvering 
v. Reynolds Tobacco Co., 306 U.S. 110; Magruder v. Washington, 
Baltimore & Annapolis Realty Corp., 316 U.S. 69; Merchants 
National Bank of Boston v. Commissioner, 320 U.S. 256). Pos- 
sibly the 30 per cent rule should be given the increased authority 
of a regulation. In any event, the lack of validity of the rule may 
not be established simply by pointing to its preciseness where the 
statute is general. 


Definite Formula for Profit-Sharing Plans 


A large number of profit-sharing plans established in recent 
years, as originally submitted, provided for contributions by the 
employer of such portion of the company’s net profits as the Board 
of Directors may decide, with an explicit disclaimer of any lia- 
bility to make any contribution whatsoever in any particular year. 
Such a plan could be set up for the purpose of tax avoidance or 
to circumvent salary stabilization with no intention to continue 
contributions after the company ceased to be subject to excess 
profits taxes. 

Section 165(a) deals with trusts forming parts of a plan or 
plans. The term “plan” implies a definite program. A pension 
plan must provide for definitely determinable benefits. Similarly, 
a profit-sharing plan must provide a definite formula for employer 
contributions and for a definite formula for distribution of such 
contributions among participants. This rule with respect to profit- 
sharing plans was enunciated in I.T. 3661, released May 25, 1944. 

It is interesting to note that the report of the survey by the staff 
of a subcommittee of the Senate Finance Committee which a few 
years ago conducted an investigation of profit-sharing systems 
then existing carried a recommendation for “contributions by em- 
ployees . . . supplemented by a predetermined share of net earnings 
to be contributed by the Company.” (Report No. 610, 76th Con- 
gress, 1st Session, p. 127). 

The rule in 1.T. 3661 was later supplemented by various PS 
rulings of an explanatory nature. It was held that it is permis- 
sible to set aside from profits certain definite reserves before 
applying the definite formula, and also that the definite formula 
for employer contributions may contain variable rates, so long as 
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the factors are definitely determinable and not subject to discretion. 
It was further held that where the employer’s books are not finally 
closed and profits finally determined before payment to the profit- 
sharing plan must be made, it is permissible to apply the formula 
to estimated net income determined in accordance with established 
accounting principles consistently applied to the data available. The 
requirement in I.T. 3661 is thus practicable, and it would seem to 
be only proper to require a definite permanent program as a mini- 
mum consideration for allowing the tax benefits conferred by the 
statute. 


Published Rulings Not Retroactive in Application’ 


Since the various published rulings on pension and profit- 
sharing plans were issued over a period of several months, many 
taxpayers who had had plans approved by the Bureau became 
apprehensive lest each new ruling to which their plan did not con- 
form necessitated immediate amendment in order to continue as 
a qualified plan. In response to numerous requests for advice, P.S. 
No. 35 was issued on November 16, 1944, stating that, unless 
otherwise specified, new rulings have no retroactive effect but that 
with respect to specified important rulings, plans previously ap- 
proved must be amended by the end of the taxable year following 
the year in which the ruling was issued, retroactive to the begin- 
ning of such following year.’ This is true with respect to integra- 
tion, the stockholder rule, and definite formula, but the early ter- 
mination provisions need not be inserted unless the taxpayer is 
notified to do so by the Commissioner. 


Task of Rulings Under Section 165(a) Accomplished 


The major policy question involved in advance rulings on quali- 
fication of plans under section 165(a) have thus been settled. 
Also, as indicated previously, the tremendous task of ruling on 
qualification of the individual plans has largely been accomplished. 
The sizable backlog which accumulated because of the unex- 
pectedly large number of new plans submitted has been eliminated, 
and the Bureau is now on substantially a current basis in ruling on 
plans. Approximately seven thousand plans have already been 
ruled on. By June 30, 1945, the number will approach or exceed 
eight thousand. To emphasize the huge burden which the Bureau 
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has assumed, it might be mentioned that nearly all plans required 
some amendments to the form originally submitted. It may also 
be said that in the great majority of cases the taxpayers have 
shown excellent cooperation and willingness to make amendments 
to conform to Bureau policy. 


Administration of Section 23(p) 


The annual contributions to plans now in existence will well 
exceed a half billion dollars. A large part of this amount is with 
respect to past service costs. Considered in the light of high cor- 
porate tax rates, the statute allows very generous deductions for 
past service costs, permitting deductions for contributions up to 
10 per cent of the past service cost each year. Thus a major por- 
tion of the prewar service cost of new plans may be borne by the 
Government through tax reduction related to current war activity. 

In view of the very generous allowance already granted by the 
statute, it is incumbent upon the Bureau not to permit an even 
faster rate of deduction for past service costs during the war 
years. It is necessary to prevent larger deductions than those con- 
templated by the statute. Such deductions might be claimed under 
funding methods which fund the past service costs more rapidly 
than 10 per cent a year during the early years of the plan, or 
through adoption of cost assumptions which obviously overstate, 
the true costs of the plan. In extreme cases, the Bureau must 
watch for and prevent not only too rapid deductions during the war 
years for past service costs but also attempts to fund future costs 
of the plan out of high wartime profits. The latter type of over- 
funding may be attempted by claiming deductions for contributions 
ostensibly made for employees now on the payroll but who actually 
are temporary and will never obtain the benefits of such contribu- 
tions, These funds will reduce the amount the employer has to 
pay for his permanent employees in future years; in the most 
extreme cases they might even be so excessive as to permit ulti- 
mate reversion of funds to the employer. In either case such 
overfunding serves to benefit the employer and is not permitted 
by the statute. It will be necessary for the Bureau to scrutinize 
carefully the deductions claimed in plans which cover large num- 
bers of short service employees. Where overfunding is found, 
deductions will be disallowed or postponed so that they may be 


1039 











N. A.C. A. Bulletin July 15, 1945 





allocated to the future years for which the costs are proper. 

These are just a few of the many complex problems involved in 
the adminstration of section 23(p). An extensive bulletin* or 
mimeograph setting forth methods of computing costs which will 
generally be acceptable is in the course of preparation by the 
Bureau’s actuaries. It is expected that this will be released in the 
near future to furnish taxpayers and their actuarial and pension 
consultants, as well as the Bureau’s own field agents, a guide for 
computing allowable deductions under section 23(p). 


THE COMMODITY PROFIT AND LOSS REPORT 


By Thomas H. Patterson, 
General Supervisor of Cost Accounting, 
Armstrong Cork Co., Lancaster, Pa. 


f poy type of operating report which I have referred to as a 

“Commodity Profit and Loss Report” is not a new discovery 
but has been used for many years by numerous corporations. The 
term “commodity” has no fixed definition that can be applied gen- 
erally, but it can be described as a sales item or group of related 
sales items, which for purposes of a particular business fail into 
a natural place in respect to the end use, physical characteristics, 
trade practices, etc. -The desire to know more about the profit- 
ability of the various commodities manufactured and sold by the 
same company has provided the motive for such segregation of 
products, to the end that their costs and profits can be more closely 
controlled. 

Inasmuch as total current operating results are usually reflected 
on a monthly basis, any commodity profit and loss report will 
serve its purpose best if it is issued concurrently with the company 
or divisional operating report. Analyses of monthly fluctuations 
of total company profits are much easier to prepare when com- 
modity profit results are known. Interpretative comments can 
then be prepared promptly by the accountant, thus increasing the 
usefulness of the operating report as a reflection of what has 
happened, and as a means of prompt correction of unsatisfactory 





*Since this was written, the bulletin referred to has been issued. For 
further details see Cost Currents Section, p. 1058 of this issue. 
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operating results. The data collected for these monthly commodity 
profit and loss reports are of great value in the process of pre- 
paring forecasts of profits. 


Organizational Plan 


To understand the problems involved, some reference should be 
made here to the functional organization of the company. There 
are six sales divisions, each of which has a sales manager and 
an assistant sales manager. In four of the divisions, further dele- 
gation of responsibility has been made to commodity managers 
whose duty it is to sell certain commodities and earn a satisfactory 
profit. The. products sold are manufactured in twelve plants lo- 
cated at various points in the United States, and usually the output 
of a plant is of sufficient diversification to service more than one 
sales division. 

The collection of sales quantities and gross dollars is done by 
means of tabulating equipment. Codes are used extensively in 
designating commodities, point of shipment, salesman securing 
order, and the like, but for this purpose we are concerned only 
with the sales items and dollars. Freighi deductions and credit 
adjustments to customers are similarly tabulated, and the tabulating 
run of these factors is used by the person compiling the commodity 
profit and loss report. Cash discounts on sales are not tabulated 
by commodities, but by divisions, and distributed later to com- 
modities on a pro rata sales basis. 

All factories operate against standards for material, labor, and 
expense. The labor and material standard allowances are sub- 
mitted by the respective plant managers and at that point have been 
accepted by the plant foremen responsible for meeting the stand- 
ards. These allowances are for labor or material used in each of 
the work centers of the plant and are later assembled into product 
costs by the plant accountant. The plant expense is controlled 
by a flexible budget which differentiates between fixed and variable 
expense allowances, and these data have likewise been submitted 
by the plant managers. Standard expense rates by work centers 
are developed by the cost accountants, using the factory expense 
budget as a basis, in conjunction with commodity volumes selected 
for absorption of burden. The volumes are those deemed to be 
normal sales and are not changed ftom year to year unless to 
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refiect a trend. Incidentally, although standard Jabor and material 
allowances, as well as plant manufacturing expense budget allow- 
ances, are the responsibility of the plant managers, all of these 
items are subject to examination and question before acceptance 
by the controller or his representative. 

These standards result in unit costs which are used to measure 
plant operations, to value processed and finished stock inventories, 
and to secure the standard manufacturing cost of goods sold. 
They are kept in use for a twelve-month period before changing: 
Plant standards are changed each year and at the time of revision 
reflect all known changes in standard manufacturing procedure, 
wage adjustments, and adjustments to purchase prices of raw 
materials. They do not include as extra allowances any loss vari- 
ances experienced during the year’s operation resulting from in- 
efficient practices or abnormal conditions. Overtime premium is 
not included in labor standards but is charged to plant expense, 
although it does not become a part of the standard plant expense 
rates used in the computation of standard manufacturing costs. 

The standard unit costs are applied to a cost copy of the invoice, 
extended and tabulated, for many commodities where great variety 
exists to secure the total standard manufacturing cost of goods 
sold each month. In other instances, where sales items are quite 
repetitive, the quantities are summarized and then extended by 
the standard unit manufacturing costs to secure the total standard 
manufacturing costs of sales. 


Monthly Commodity Profit and Loss Report 


Exhibit 1 shows an example of the complete monthly and 
period to date profit and loss report for Commodity X in Sales 
Division B. Lines 1-3-5 show the budgeted sales units, average 
unit price, and gross dollar volume of sales budgeted for the 
month and period to date. Lines 2-4-6 show the same information 
in respect to actual sales for the month and period to date. An 
analysis of this information shows that the budgeted volume has 
been exceeded, and the unit price received was likewise greater 
than anticipated. As between current month and period to date 
results, the current month’s volume is above the average, but 
the average price received is somewhat lower than experienced for 
the first six months, Lines 7 to 11 inclusive list the details of the 
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computation of net sales income; the result is shown on line 12, 
which then becomes 100 per cent or the base to which all factors 
of cost and profit are related in the percentage columns to the right 
of the current month and the period to date. 

This commodity represents a line of small items used for the 
same general purpose and is subject to variations in profit because 
of sales mixture, which is apparent from a comparison of the 
current month and period to date on line 13. The standard factory 
cost in June was 8o per cent of net sales, while the period to date 
percentage was 78 per cent. Neither standard costs nor sales 
prices changed for the items sold in June as against the same 
factors for period to date, but there is a difference in the ratio 
of standard cost to net sales which could only come about in 
June through a different sales mixture within the same com- 
modity group as compared to period to date. 

Line 14 indicates a condition at variance with the trend for the 
first six months, making a net difference in profits of 3.9 per cent . 
of net sales. (Loss 2.4 per cent vs. profit 1.5 per cent.) A factory 
schedule accompanies the sales exhibit on which the variances are 
analyzed, the analysis being as follows: 

Factory Prorir anp Loss 
(Bracketed Figures = Loss) 
Current Month Period to Date 





Material, Labor, and Scrap Variances.... $ 1,250 $ 6,000 
Expense Spending Variance............. 2,800 6,900 
Reconditioning of Stock................. (200) (1,200) 
WOE WHEE  diccncccccnccdcecesent (3,010) 3,380 
Purchasing Variance .........sccccceses (1,000) (3,000) 
SNE, ib Benhacbenens<dccdececteabake (1,000) (6) 

MUL i Veneer ds. ddnnecs cbaloabecddets $(1,160) $ 4,680 


The factory variances indicated that the volume factor caused 
the difference and that other variances were really more profitable 
(in combination) in the current month than for the period of date. 
The detaiis of factory material, labor, scrap, and expense spend- 
ing are shown in much greater detail to the plant managers through 
variance reports of material, labor, and scrap by work center re- 
sponsibility, and through the comparison of budgeted expenses 
versus actual expenses, also by responsibility. These variances 
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by work centers must be summarized and: distributed to the com- 
modities affected, which is done in the main by the plant account- 
ants and forwarded to the general office cost section for use in 
the commodity profit and loss report. 

Line 15 is the actual factory cost, determined as shown on 
Exhibit 1, by combining lines 13 and 14. Line 16 is the gross 
margin of profit between net sales and actual factory cost. Line 
17, designated “Selling Expense,” is a-combination of actual divi- 
sional and district office sales expenses, plus 4» (for each month) 
of the budgeted advertising and sample expenses: The actual 
divisional sales expenses and district office expenses are distributed 
to commodities on a percentage basis worked out at the beginning 
of the year by the sales manager and the cost accountant respon- 
sible for sales expense accounting. Advertising and sampling 
budgets are related in large measure to specific commodities, and 
the general advertising overhead follows the specific distribution. 
Corrections are made at year-end to bring to budgeted advertising 
and sample expenses into agreement with the actual. 

Line 18, “Commercial Expense” is composed of general admin- 
istrative expenses, research expenses, and project engineering ex- 
penses. The distribution of general administrative expenses re- 
quires a considerable amount of detailed work at the beginning of 
the calendar year such as specific analysis of services rendered 
to each sales division, plus a portion of top admixistrative ex- 
penses allotted to sales divisions on normal sales dollar volume 
ratios. A further breakdown is made from division to commodity, 
usually on the respective normal sales of commodities within each 
sales division. All this develops standard percentages which are 
used throughout the year in the distribution of actual adminis- 
trative expenses. Research and project engineering expenses are 
distributed on a budgeted basis to commodities. The distributions 
are the responsibilities of the research and engineering departments 
and are based on the best estimate of contemplated services to 
sales divisions and commodities. In the nature of such expendi- 
tures, there are of necessity some items of pure research or de- 
velopment of new products that are not directly chargeable to the 
commodities in the current line. Such expenditures are distributed 
to sales divisions and included as an item at the end of the com- 
modity profit and loss reports. Research and project engineering 
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expenditures are accumulated against job numbers, and these 
records are compared quarterly with the budgeted commodity 
research and project engineering charges. If advisable, on the 
basis of actual work done or as contemplated at that time, revision 
may be made to the budgeted research and project engineering 
amounts charged each month against commodities. 

Line 19 is the net profit before provision for Federal Income 
Tax, and represents the difference between line 16 and lines 17 and 
18. Line 20 is a computation made against profitable items at the 
rate of 40 per cent of profits. Line 21 is the net after tax. 

Lines 22 and 23 represent the per cent return on invested capital 
for the commodity. Our practice has been to distribute invested 
capital to sales divisions and commodities as reflected at year-end 
and use these investment totals throughout the ensuing calendar 
year. This distribution is on the basis of specific analysis wherever 
possible (plant and inventories), and a general analysis in the case 
of cash, receivables, and the like. 

Every reasonable effort is made to have the information on the 
commodity profit and loss factual. Some arbitrary allocations of 
expense are made to expedite the completion of these reports, but 
in the main the reports reflect operating results as they are and 
dispose of any guessing as to which commodity is profitable. 


The Profit Forecast 


The annual profit and loss forecast (plus any subsequent ad- 
justments thereto) follows the same pattern in respect to sales 
divisions and commodities as does the current monthly commodity 
profit and loss report. The forecast is prepared for two reasons: 
(1) to indicate to the management the volume of sales and profit 
which may be expected during the ensuing year, and (2) to set up 
budgetary control of expenditures to aid the operating manage- 
ment to achieve the indicated results. The accuracy of the profit 
forecast is determined largely by the reasonableness of the budget 
or standard set for direct labor, direct material, and expense. 
These must be honestly and intelligently developed to present the 
best possible performance foreseen under the economic situation. 

The ability to look into the future and foresee events and trends 
and forces which will influence the conduct of business is of un- 
questionable value and highly to be desired. That some measure 
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of success attends intelligent and thorough attempts to anticipate 
the pattern of things to come cannot be denied, and as a conse- 
quence forecasting has become an established adjunct of manage- 
ment. Although plans for the future are oftentimes projected on 
a tentative basis for as much as five years, these projections cannot 
be made with as much certainty as can those for shorter periods. 
However, the long-range forecast has its use by providing the 
outline of a program for expansion of plant, products, and sales. 
The practice of using long-range forecasts is mentioned here as 
an interesting development of the usual forecast which is generally 
for a year ahead or for a shorter period. 


Responsibility for the Sales Forecast 


Since the sales forecast of a company manufacturing and selling 
a diversified line of commodities is the product of many minds, 
it is essential that some clearing point be established to sort out and 
evaluate the many opinions received from competent individuals 
and to arrive at a conclusion in respect to the volume and mixture 
of sales that can be accepted by all. This can be done effectively 
by setting up a forecasting committee which will meet regularly 
throughout the year to consider problems and general economic 
conditions and their effect on sales of that particular company. 
Such a committee might well be composed of the controller, the 
treasurer, the purchasing agent, the manager of production plan- 
ning and scheduling, the director of research, the production man- 
ager, and the economist. 


Development of the Forecast 


As stated previously, in this company there are six sales divi- 
sions, each with a general sales manager in charge, with sales 
products and distribution outlets that range from consumers’ 
goods to semi-durable goods that are sold to distributors or to 
manufacturers for use in production. Some products are used in 
highly specialized and technical processes and some are common 
everyday items. Each of the divisions has its particular problems 
and a different relationship to the general industrial activity of 
the country; these problems must be considered in the light of 
specific knowledge and of circumstances peculiar to the industries 
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which are served, as well as in relationship to the general economic 
condition of the country as a whole. 

In the preparation of a forecast for the coming calendar year, 
the executive committee holds preliminary meetings with the 
various sales managers as early as the middle of August and draws 
up tentative forecasts which are reviewed later. These tentative 
forecasts are then sent to the various factory managers in whose 
plants these articles will be made, with the idea of giving them 
something that is fairly definite in respect to the anticipated plant 
activities during the next calendar year. This information is help- 
ful to the factory managers in the preparation of their factory ex- 
penses, maintenance, and direct labor budgets and is deemed suf- 
ficiently close to the final forecast to serve this particular purpose. 

About the first of October, the forecasting committee meets in 
joint conference again with the divisional sales managers and 
agrees on sales forecasts which become final upon approval by the 
company executive officers. The conference and discussion with 
the company executive officers follows after the agreement has 
been reached with the divisional sales managers, and from this 
conference emerges the final forecast on which profits are com- 
puted. Any changes made by the company executive officers will 
also be discussed with the divisional sales managers. 


Standard Rates 


As a first step in forecasting profits, the standard cost of sales is 
computed. Copies of the divisional forecast are given to the su- 
pervisor of cost accounting and are listed generally in sufficient 
detail so that commodity groups are segregated in the forecast as 
to expected volume in units and in dollars. These commodity 
groups correspond to the current groupings of the monthly com- 
modity profit and loss reports. Where catalog lines are sold in 
large volume representing a relatively small number of sales, the 
sales forecasts are specific in that they identify certain standard 
items of production which have definite standard factory costs. 
On the other hand, there are certain commodities sold by the 
company which represent a multitude of sizes and shapes of the 
same general product, and such forecasts are usually made as a 
combination of total units and expected dollars of receipts. To 
apply standard factory costs to this type of product is more diffi- 
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cult than where the items are named specifically and can be costed 
specifically. 

In all factory accounting, standard costs are used for which 
standard purchase rates of materials, standard labor rates, and 
standard manufacturing expense rates have been established. The 
setting up of these standards follows the usual procedure of as- 
signing responsibility for setting the standard at the point of per- 
formance so that the purchasing agent is responsible for the pur- 
chase rates, arid the factories are responsible for the labor rates 
and material utilization allowances and also for the budget which 
is the basis of the standard manufacturing rate computation. In- 
volved in the computation of the standard manufacturing rates 
are normal sales volumes for the various products made, which 
are designed to absorb manufacturing expense over a business 
cycle and which can and often do represent different volumes than 
those included in the sales forecasts. In passing it may be men- 
tioned also that the factory standards set up are attainable stand- 
ards and include all items of cost based upon a reasonably efficient 
operation of the plant. The only item of expense knowingly 
left out of the standard factory expense rates is the element of 
overtime, which is considered to be a cost peculiar to present con- 
ditions and not necessarily a normal state of affairs. 


Standard Factory Costs 


The supervisor of cost accounting sees to it that the divisional 
forecasts are grouped by factories and that the factory accounting 
force is given a detail of the expected sales of items for which 
specific costs are applicable. This list is sent to the various plant 
accounting offices, and the standard material, standard labor, stand- 
ard variable, and standard fixed burdens are inserted and after 
extension are forwarded back to the home office. From this detail, 
it is possible to secure not only the total factory costs, but the 
various costs of the elements of material, labor, and burden. This 
greatly facilitates the making of changes necessary for one reason 
or another between the time of computation at the plant office and 
the time of final assembly. Further, the calculation of the ab- 
sorption of fixed burden has a very definite bearing on the amount 
of cost which must be applied against the expected sales, since, 
as mentioned previously, the normal sales volumes are not as a 
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rule the same as any year’s specific forecast. This means then 
that the standard factory costs of sales are adjustable by a profit 
or loss variance due to picking up more cr less fixed expense than 
was provided for in the standard. Exhibit 2 is used in the prepar- 
ation of the forecast, which is the same form used for actual 
commodity profit and loss report for the month and period to 
date. Note that on line 13 there is a place for standard factory 
cost of sales, and on line 14 provision for factory profit or loss 
items is made. Any cost factors which modify the standard cost 
appear on line 14 in the forecast. 

As stated previously, there are certain forecasted sales which 
are shown in total units and total dollars of sales, but for which 
the factory has many individual standards. These individual 
standards are made because of the difference in sizes, and it is 
not practical for the forecasting committee to forecast the size 
details. A satisfactory method of computing the standard factory 
cost of sales has been developed by the use of statistical data se- 
cured from the preceding year’s commodity profit and loss report 
for this particular commodity, plus or minus changes in standards. 
Since standards are changed each year, it is not feasible to use 
the same relationship between the sales income and the factory 
cost at standards as was experienced in the period available when 
the forecasted costs are being prepared, but it is quite possible to 
modify the old standard cost by known changes in the new stand- 
ards. For example, the factory standard cost for the current year 
on Commodity X (Exhibit 1) was 78 per cent of net dollar sales 
for the June period to date. As a matter of fact, we would have 
nine months’ results available in 1944 by the time the 1945 forecast 
had reached the point of compgtation of standard factory cost. 
However, let us assume that the relation of 1944 standard cost was 
78 per cent of net sales for Commodity X at the end of September, 
1944, when the forecast was made. 

The 1945 sales forecast was set up as $716,750 gross dollar 
sales for Commodity X, and 235,000 units. The normal sales 
volume at which factory burden will be absorbed has been set at 
200,000 units; consequently there will be an overabsorption of 
factory fixed burden at a volume of 235,000 units made and sold 
in 1945. Since the forecasted 1945 standard manufacturing cost 
of sales in Commodity X will be derived from the data on the 
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nine months’ 1944 profit and loss for Commodity X, the first step 
is to separate the cost components of the 1944 standard cost total 
as shown on line 13, Exhibit 1. 


Adjustments to Standard Factory Cost 


The June period to date total of $243,000 will serve as an ex- 
ample since the nine months’ period to date relation to sales was 
the same, namely, 78 per cent. This total was analyzed as follows: 





% to Net Sales 
SIT TINE 05s occncsadescdccdsacesse $146,000 46.8% 
A jn SaGa wa detks pbavchsaseebors 34,000 10.9 
™ Fixed Mfg. Expense ............. 36,400 11.7 
“ Variable Mfg. Expense ........... 27,000 8.6 
Total Std. Mfg. Cost........... $243,400 78% 








A comparison of 1945 unit standard costs is then made with 
1944 unit standard costs, using a cross section of popuiar items 
comprising Commodity X from which the following ratios are 
developed : 


1. Material Cost ‘Increased 1%—i945 Stds. 
2. Labor Costs - 5%— “ “ (Wage Increase) 
3. Fixed Mfg. Expense - “ 2%—- “* “* 


4. Variable Mfg. Expense “ 2%—- “* “ 


Applying the 1944 ratios of manufacturing cost to net sales 
and adjusting for changes in standards incorporated in the 1945 
rates will produce the following estimate of 1945 standard manu- 
facturing cost as shown on line 13, Exhibit 2. 


Net Sales = $698,250 


Standard Material .............00:- $698,250 X .468 X 1.01 = $330.049 
+; nD’: dblliies hikesecesbake “ >.109*105= 79,914 
“ Fixed Mfg. Expense ..... “ 117 102=— 83,329 
“Variable Mfg. Expense .. “ ™* 086 102=— 61,251 
Total Standard Mfg. Cost 1945 Forecast............++- $554,543 

Wi BF BORe SIRO on hoc dencacbcccpeccvessdecdscstecbe? 79.4% 


The amount of factory profit or loss, line 14, will include the 
overabsorption of factory fixed expense and the estimate for 
overtime premium chargeable to Commodity X. The standard 
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unit fixed manufacturing expense rate is $.354 per M pieces 
($83,329 +- 235,000). Since the absorption volume is 200,000 M 
pieces, the overabsorption in dollars is 35,000 X $.354 == $12,390, 
which constitutes a reduction of the standard cost of sales. The 
overtime premium which is not included in standards is estimated 
to be a charge of $6,500 to factory cost; therefore, the total on 
line 14 is the net of this figure and the overabsorbed fixed expense, 
or a cost reduction of $5,890. 

Other adjustments are often included in line 14, such as cost 
reduction items, or changes in the factory expense budget occur- 
ring after the budget bases had been incorporated in the standard 
manufacturing expense rates. There are occasions when a cost 
reduction item is expected to be in effect rather late in the coming 
year and would not be reflected in standard costs put into use at 
the beginning of the calendar year. The use of line 14 makes it 
feasible to complete standard costs without delaying for such last- 
minute items, and to reflect the effect on profits as a factory profit 
or loss adjustment. 


Selling and Commercial Expenses 


The forecasted profit for Commodity X is now complete with 
the exception of the computation of selling and commercial ex- 
penses. These amounts are derived from budgeted totals, some 
of which are subject to analysis by commodities, and some of 
which must be <listributed on a ratio basis, in this case net dollar 
sales. With selling expenses and commercial expenses deducted 
from gross margin, the net profit before Federal Income Tax is 
found to be $86,750 or 12.4 per cent of net sales. 


Summary and Conclusions 


The procedure used in forecasting profit for Commodity X is 
followed in the computation of similar commodity groups where 
it is not feasible to ascertain the standard factory cost of fore- 
casted sales by specific standard cost application. A variation of this 
method is used where specific inventory items are listed in the 
forecast, in which case the 1945 standard unit rates are applied 
directly and extended to secure the cost total by material, labor, 
fixed, and variable manufacturing expense components. When 
the commodity profit or loss forecasts are completed, the company 
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has a definite knowledge of what profits can be expected for the 
coming year from the total forecasted sales, and the relative prof- 
itability of the various commodities sold. Further, the basic infor- 
mation collected in the preparation of the forecast can be readily 
used to make adjustments to the original forecast as the year un- 
folds, if conditions indicate that certain reductions or increases to 
the sales forecast must be made. The value of such information 
as a guide to management is evident, but it must be based on 
sound standard costs, good budgeting of expenses, and a realistic 
sales forecast. 





ASSOCIATION NEWS 











NATIONAL OFFICERS AND DIRECTORS ELECTED 


The election of Frank Klein as President, William Blackie, A. D. Ross 
Fraser, Arthur B. Gunnarson, and Mason Smith as Vice Presidents, and 
Philip J. Warner as Treasurer for 1945-46 was announced at the meeting 
of the National Board on June 29 by William A. Boyle, President of the 
Spot Club, who with Edward W. Jones of Philadelphia and George Ingalls 
of Brooklyn served as tellers to count a total of 9,152 ballots on a sweltering 
June 25. Mr. Boyle announced the election of the following Officers and 
Directors : 


President Frank Kein 


Vice Presidents Wit.1aM BLACKIE 
A. D. Ross Fraser 
ArrHur B. GuNNARSON 
Mason SMITH 


Treasurer Pup J. WARNER 


Directors to Serve Three Years 
L. C. Botiincer 
CLARENCE CROCHERON 
Howarp C. Greer 
Epwarp J. HANLEY 
I. Wayne KELLer 
Georce L. Nowe 
Herman A. PaPenrorH 
Maurice E. PeLouser 


Dtrectors to Serve One Year 
Wuutam Y. ARMsTRONG 
J. Beanarp Brown 
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Exton H. Ditton 
Encar O. Dreas 
Gerorce E. Green 
Joun R. JANSSEN 
y J. Ropert McCoy 
- Stuart D. MacLaren 
Tep W. MoxuLe 
Nose J. Simmons 
Orrmar A. WALDow 
LutHer C. WARNER 





































Director to Serve Unexpired Term of Wut1amM BLACKIE 
L. C. HassELguist 


Nominating Committee to Report in 1946 
Martin A. Moore, Chairman 
Rogpert Burns 
Harry A. GruBe 
Herpert RETZLAFF 
Harris SAUNDERS 


As the Officers and Directors were announced, Mr. Boyle presented them 
to the meeting. President Moore congratulated the new Officers and Direc- 
tors on their election, and in presenting the insignia of office to President- 
elect Frank Klein said in part: 


“We are forunate at this time, the most important time in our Asso- 
ciation’s history when harnessing and utilizing the technical knowledge 
and ability of 18,000 members stands before us as a clear challenge, in 
our choice of the man who will lead us as our President. 

“Frank Klein knows N.A.C.A. and all of its traditions. No one 
knows better than he does that all N. A.C. A. success rests on the solid 
foundation of sincere friendliness and good fellowship that is the begin- 
ning of real progress. He will strengthen that foundation.- In success- 
fully guiding the destinies of the largest chapter in our Association, and 
in the many important responsibilities he has handled as a member of 
the National Board and as Vice President, he has demonstrated his 
ability as an organizer and as a leader. N. A. C. A. has chosen well.” 


are an ae 


Following his induction into office, Mr. Klein expressed his appreciation 
of the honor and said he faced the coming year with complete confidence 
because of his faith in the cooperation and helpfulness of the many men 
and women who make up N. A. C. A. He then gave a comprehensive review 
of the accomplishments of the past year under the leadership of President 
Marty Moore and promised that the new administration would carry on by 
continuing and adding to the technical service and good fellowship that has 
always characterized N. A.C. A. 

On behalf of the National Board and, through them, of the entire mem- 
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bership of N.A.C.A.,, Past President Eric Camman presented to Retiring 
President Moore a gavel symbolizing the appreciation of all for a job well 
done. In accepting the gavel, Mr. Moore expressed his appreciation for many 
kindnesses showed him and for the cooperation of the National Board, the 
National Headquarters Staff, and members in every chapter of the Associa- 
tion. Drawing from his experience during the past year he commented on 
the opportunities which the future holds: 


“The Association’s opportunity for the future is a more complete 
harnessing and utilization of the great technical experience made avail- 
able through its highly successful organization setup. We have the 
opportunity to advance the art of industrial accounting, develop sound 
principles and practices, make available to our members and to top 
management the very best techniques for utilizing the benefits of effec- 
tive industrial or cost accounting. 

“Top management has had an opportunity, both in prewar years and 
during the war, to develop a greater appreciation of the contribution 
that can be made through sound industrial accounting techniques. But 
the surface has barely been scratched. As we look into the future we 
can foresee a growing realization of the different uses of costs—as an 
aid in determining pricing policy, for inventory control, and for cost 
control. We can foresee American management using fully the tools of 
effective cost accounting principles. 

“In this work of bringing to our members and to American industry 
a better appreciation of all that sound industrial accounting can con- 
tribute, our Association will play a most important role. We have the 
organization to do this; we have the resources to do this. Our direction 


is right; the opportunity is great.” 


CHICAGO CHAPTER WINS STEVENSON TROPHY 
New York Is Runner-Up, New Orleans Wins Carter Trophy 


Final standings in the 1944-45 Stevenson Trophy Competition were an- 
nounced by Frank Klein, Director in charge of Chapters, at the meeting of 
the National Board on June 29. The Chicago Chapter, with a total of 5,429 
points, was announced as the winner of the Stevenson Trophy. Runner-up 
position and the Remington Rand Trophy go to the New York Chapter 
with 5,135 points. These two chaptérs and the York Chapter, which finished 
in third place, each earned a higher total than the winning chapter last 
year, reflecting the remarkable performance of these chapters. 

In winning the Carter Trophy by advancing 50 places above its standing 
a year previous, the New Orleans Chapter became the first chapter to win 
the Carter Trophy twice. New Orleans won the Trophy for the first time 
three years ago. 

Mr. Klein announced that these trophies would be awarded and that 
banners would be presented to the 15 leading chapters in the Competition by 
National Officers and Directors at the September and October meetings of 
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the Chapters. The chapters winning banners for finishing in the first 15 
places were: 


Points 
Re RY rer Pee Tete eee ery oe 5429 
Sa OE sin ii sive eess She Giiseiiia 5135 
BTR ic tidinds diciah tlpn das ons cduee cues 4874 
Or Fe pwik'bn di iwevinn Seickivexcatiea 4644 
DB) POEL, Sven coudcnccasdsideicass tens ie 4536 
a: SD Link Shp dun o-05050 dpaasbeesabon 4240 
J, MED etal evcceduschanvasnuhaieneoe 4225 
CREE  paiubhpdec shaagtad pav—ue make 4152 
Dh IED od von 0G adeend i clasentswtewe 4112 
ey PEED. A 5 ce0e sdeacuneneed ev owonte 4064 
FE BE 050 c0b.0edds anthems Gates tabs 4006 
Sie IN <n. once ca taednaessqcbaneceuvaben 4005 
Oh. PO as cncenceckevers shehatecknad 3923 oe 
Se a ee 3922 
BSS CN: o'vnb ath 60 catecevenetedicerse 3918 


A complete tabulation of final standards will be found on p. 1060 of this 
issue. 


CONGRATULATIONS 


To William J. Carroll of New Haven, former National Director and 
Spot Club member, on his appointment as Assistant Treasurer and Con- 
troller of Airadio, Inc. 

To Albion Davis, Past President of the Boston Chapter, on his election 
as President of Orange Food Products, Inc. 

To William R. Donaldson, former National Director and Past President 
of the New York Chapter, on his election as President of the New York 
State Society of Certified Public Accountants. : 

To Otto Gammel, newly elected President of the Cleveland Chapter, on 
his election as a Director and appointment as Assistant Secretary and Assist- 
ant Treasurer of his company, the Locke Machine Co. 

To Roy G. Johnson of the Maine Chapter on his election as President of 
the Maine Society of Certified Public Accountants. 

To William A. Loach, Past President of the Denver Chapter on his 
election as President of the Colorado Society of Certified Public Accountants. 

To Chester R. Macklin, Past President of the Milwaukee Chapter, on his 
election as President of the Wisconsin Society of Certified Public Account- 
ants. 

To Alexander F. North, Past President of the Milwaukee Chapter and 
National Director, on his re-election as Treasurer of the Wisconsin Society. 


CALUMET CHAPTER CHARTERED 
At its meeting on June 29, 1945, the National Board granted the petition 
for a chapter in northern Indiana, centering around Gary, to be known as 
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the Calumet Chapter. The new chapter with 63 charter members was 
sponsored by the Chicago Chapter and becomes the eighty-first member 
of the N. A. C. A. family. Until officers can be elected, M. J. Grisak, 337 
Hayes Street, Gary, Indiana, is serving as Acting Secretary of the Calumet 
Chapter. 

Correction 


We are indebted to S. H. Kimmens, of the Hartford Chapter, for calling 
our attention to a typographical error in the article by Walter C. Lee in 
the June 1, 1945, Bulletin. In discussing the disa!lowance of salaries where 
there has been an unauthorized increase, the statement was made “The 
penalty for unauthorized increases is a complete disallowance as a business 
expense of the entire salary for the year paid at the increased rate.” This 
should have read “The penalty for unauthorized increases is complete dis- 
allowance as a business expense of the entire salary for the period paid at 
the increased rate.” 





COST CURRENTS 











Sort Reports on ITeMs or Current INTEREST TO INDUSTRIAL ACCOUNTANTS 


New Treasury Policy on Depreciation—The Commissioner of Internal 
Revenue recently announced a new Bureau policy respecting depreciation 
rates. It provides that rates may now be agreed upon for five-year periods, 
in writing, and thus assure the taxpayer that his rates will not be questioned 
during that period. According to the Commissioner, it is already the 
policy of the Bureau of Internal Revenue to avoid unnecessary changes in 
depreciation rates and methods. The new plan is designed to carry this 
policy a step further by “making it possible for a business man to get 
written assurance that specific rates mutually agreed upon by him and the 
Bureau will not be disturbed for at least five years, except on his own 
request.” 


Taxpayers who wish to make such agreement are instructed to get in 


touch with the Internal Revenue Agent in Charge in the district where 
their tax returns are filed. 
* * * * 

Renegotiation Law Extended—Congress has enacted a bill extending 
the renegotiation termination date to December 31, 1945, unless hostilities 
cease earlier. Repricing will also cease on that date, except as it applies 
to future deliveries on contracts executed before the year’s end. 

* * * * *& 


New Treasury Bulletin on Pension Plans—The Bureau of Internal 
Revenue has recently issued a comprehensive bulletin explaining those 
sections of the Internal Revenue Code which deal with the deductibility for 
Federal tax purposes of contributions made to a qualified pension plan. The 
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bulletin is entitled “Bulletin on Sections 23(p) (1)(A) and (B) of the 
Internal Revenue Code as amended by the Revenue Act of 1942.” 

The Commissioner in a foreword explains that the bulletin is designed to 
provide taxpayers and their counsel with the best obtainable indication of the 
trend of official opinion in the administration of these provisions of the 
Internal Revenue Code but that it does not have the force and effect of a 
Treasury Decision and does not commit the Departments to any interpre- 
tation of the law which has not been formally approved and promulgated by 
the Secretary of the Treasury. 

* * * m * 

Preservation of War Contractors’ Records—The Research Department 
has recently received requests from members dealing with matters pertaining 
to the preservation of war contractors’ records. Two questions have been 
raised: (1) How long must records be preserved, and (2) What records 
must be preserved? 


According to section 19(a) of the Contract Settlement Act of 1944, any 
records of a war contractor relating to a war contract of $25,000 or more, 
and any records of a war contractor or any purchaser relating to any dis- 
position of termination inventory of $5,000 or more must be preserved for 
the longer of the following periods: 

a. Five years after such disposition of termination inventory; or 

b. Five years after the final settlement of such war contract; or 

c. Five years after the termination of hostilities in the present war. 


Penalties for violation of this section of the Act include a fine of not to 
exceed $50,000 in the case of a corporation, or $10,000 and/or imprisonment 
for up to five years in the case of a natural person. 

(See also Regulation No. 11 of the Office of Contract Settlement, reported 
in the March 1, 1945, Bulletin.) , 

The answer to the second question is less clear. In the Act the term 
“records” includes, but is not limited to, books, ledgers, checks and check 
stubs, payroll data, vouchers, memoranda, correspondence, inspection reports, 
and certificates. Since filing space is at a premium in the case of many 
companies, the Office of Contract Settlement was consulted to determine 
whether time cards and time tickets are considered records under this sec- 
tion of the Act. The reply of the Assistant Director of the Office of Con- 
tract Settlement was in part as follows: 

“Since Section 19(a) is a criminal provision, it is the view of our 
General Counsel that this Office may not appropriately issue any interpre- 
tation of its scope. The determination of whether particular records are 
required to be retained under Section 19(a) is one which must be made, 
in the first instance, by the contractor in the light of all the relevant 
circumstances surrounding the records.” 


In view of the foregoing, members are urged to give careful consideration 
to any contemplated removal or destruction of war contract records. 
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